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EDITORIAL DEPARTMENT NOTE 


The National Defense Program now in progress will bring many ac- 
countants face to face for the first time with the Vinson Act, the Merchant 
Marine Act and other laws relating to government contracts. The account- 
ing problems raised by these acts will become increasingly important as this 
program develops. Already several N.A.C.A. chapters have had special 
meetings dealing with government contracts and last week at the St. Louis 
Convention great interest was indicated in two sessions dealing with this 
subject. One of the chapters to consider the problems of government con- 
tracts in a special meeting was the New York Chapter. The addresses de- 
livered at that meeting are being published in this issue of the Bulletin to- 
ed with the introductory comments of the chairman of the meeting, 

rank Klein, Budget Director of Worthington Pump & Machinery Corp., 
who is well known to N.A.C.A. members for the articles he has written 
for the Bulletins and his talks at national conventions and before numerous 
chapters. 

The author of our first article, R. M. Woodham, received his Mechanical 
Engineering degree from the Stevens Institute of "Technology in 1926. He 
acquired his first experience in the aviation industry with the Curtiss Aero- 
plane & Motor Co. in Garden City and Buffalo, before joining the Wright 
Aeronautical Corp. four years ago. His work has included engineering and 
administrative duties of a responsible character. At present he is acting as 
liaison officer between the Engineering and Accounting Departments and 
Technical Assistant to the Treasurer with particular respect to the handling 
of government contracts, Vinson Act reports, and the treatment of engineer- 
ing development expenses. Mr. Woodham is a qualified naval aviator and 
holds the rank of Lieutenant in the United States Naval Reserve. 

The author of our second article is Ernest O. Lothrop, a Partner of Price, 
Waterhouse & Co. He is a graduate of Williams College, a Certified Public 
Accountant of the states of Massachusetts, New York and New Jersey and 
a member of the American Institute of Accountants. Mr. Lothrop in recent 
months has had considerable experience in connection with accounting for 
government contracts. 


Articles published in the Bulletin present many different viewpoints. In 
publishing them the Association is not sponsoring the views expressed, but 
is endeavoring to provide for its members material which will be helpful and 
stimulating. Constructive comments are welcomed and will be published in 
the Forum Section of the Bulletin. 
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Introduction by Mr. Klein 


_—— T developments in Europe have precipitated the United 

States into a vast armament program unprecedented in the 
Nation’s peacetime history. As a result, the Federal government 
is suddenly increasing its volume and variety of purchases to such 
an extent that the demands are increasing daily for more and 
widened sources of supply. 

Most of these government purchases will subject the suppliers 
and producers to one or more of the various government contract 
laws. These laws extend not only to those who deal directly with 
government departments, but may also apply to others who supply 
materials indirectly, in the capacity of subcontractors. 

So the entire subject of government contract laws, almost over- 
night, has taken on new significance and importance for American 
industry. The business man must know when he takes an order 
from the government or from another customer whether it is sub- 
ject to the various profit and wage and hour restrictions of certain 
Federal laws ; the accountant must know what accounting proced- 
ures are required for conformance, and how and when returns 
must be prepared ; and the auditor must be able to verify the ade- 
quacy of reserves for the refund of excess profits. 

The paper presented by Mr. R. M. Woodham of the Wright 
Aeronautical Corp. is intended to serve as a brief introduc- 
tion to the general subject of government contracts, and then to 
treat more specifically with the so-called Vinson Act as it applies 
to the aircraft industry. The second paper, presented by Mr. E. O. 
Lothrop of Price, Waterhouse & Company, carries on the discus- 
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sion of the same Act, but more particularly as it applies to naval 
vessels. The somewhat similar Maritime Act is then discussed, 
and comparison is drawn between both Acts. Finally the special 
wage and hour provisions applicable to certain government con- 
tracts are outlined. 

The purposes of both papers are to indicate the applicability of 
these special government contract laws to the various types of 
business that industry may be faced with currently or in the near 
future ; to outline the general scope of these laws and their result- 
ing responsibilities ; and to encourage those interested to a further 
study of the Vinson Trammel Act, the U. S. Maritime Act, the 
Walsh-Healey Act and their respective regulations, copies of each 
of which may be obtained from the appropriate government de- 
partments in Washington. 


ACCOUNTING ON GOVERNMENT CONTRACTS 
By R. M. Woodham 


HE aviation industry is a lustily growing infant that is several 

kinds of a problem child to its parents or administrators. To 
begin with, it draws on all the more well established fields of busi- 
ness in the design of its products, using in every case the latest 
techniques, and presenting numerous unsolved problems to the 
older arts. Its prime requisite, strength and dependability without 
weight and bulk, is a feature relatively unimportant in other fields 
of transportation, that is, until recently. Add to this the fact that 
advances in the art, both fundamental and detail, occur with be- 
wildering rapidity, and you have a rough idea of the problems in- 
dicated to an accountant who must correlate all operations, provide 
for a system sufficiently flexible to encompass frequent changes, 
and yet satisfy the requirements of government agencies who are 
constantly on the watch to examine your price structure, question 
your pro-ration of charges and restrict your profit. 

In such a complex industry the determination of costs is an in- 
tricate matter requiring a great deal of experience and necessarily 
involving a large amount of judgment and discretion. Some years 
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ago a uniform accounting plan was developed and adopted by the 
entire industry. This plan greatly facilitated the work of Army 
and Navy auditors as well as the accounting organizations of the 
contractors. With the introduction of the Vinson Act in 1934, a 
profit limitation Act relying upon the Bureau of Internal Revenue 
for the determination of costs, the situation was further compli- 
cated by the rules and regulations of the Treasury Department. 
Therefore the various government audit schedules on which rest 
the determination of the margin of profit become a matter of pro- 
found importance. 


Requirements Affecting Government Contracts 

Any of you who have had the opportunity of handling govern- 
ment business in your establishment are probably aware of the in- 
numerable regulations and details required throughout the course 
of the contract. I shall simply list some of the requirements in 
order to present a groundwork for the later determination of costs 
on government orders. 


1. Preparation of bid to government requirements. 

2. Design of product to Army and Navy specifications, not to 
mention the desires and prejudices of the particular govern- 
ment customer, etc. 

3. Fabrication to government process specifications on material, 
heat-treating, plating, riveting, welding, cleaning, finish, etc. 

4. Purchasing of material that must be either source inspected or 

passed by the contractor’s inspection department on receipt. 

Maintenance of a product and process inspection department 

for 100 per cent inspection of all parts, satisfactory to the 

government representatives assigned to the plant. 

6. Testing and acceptance of product to government specifica- 
tions, both at the contractor’s plant and in the laboratories of 
the military services. Such tests are very extensive in the case 
of experimental articles and may involve a number of differ- 
ent agencies over a period of more than a year. 

7. Shipment of product on government bills of lading in contain- 
ers regulated by government specifications. 

8. An important consideration affecting all the above procedures 
is the Walsh-Healey Act and the Wages and Hours Bill re- 
quiring classification of, and reports on every employee. 
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9g. Compliance with: 


c. 


Harter-Sheppard Act of 1940. An Act authorizing the 
Army and Navy to award contracts for aircraft parts 
and accessories to the three lowest responsible bidders 
that can satisfactorily perform the work to the best ad- 
vantage of the government. The authority runs only 
until June 30, 1941. 

Air Corps Act of 1926. Classifying aircraft procure- 
ment under competitive bidding, negotiated contracts, or 
design competition. 

Davis-Bacon Act of 1931 specifying that prevailing 
wage rates shall be applied to contracts on public works. 


d. Eight Hour Law of 1912. 


10. Vinson Act reports on all Army or Navy orders for new 
equipment in excess of $10,000. The Vinson Act provides 
that the Secretary of the Navy and the Secretary of War are 
not authorized to close contracts with any contractor unless 
the contractor agrees: 


a. 


To make a report under oath to the Secretary of the 
Navy or the Secretary of War upon the completion of 
the contract. 

To pay profit in excess of 10 per cent for naval vessels 

and 12 per cent for Army and Navy aircraft to the 

Treasury Department, computed on all Army and Navy 

contracts separately, completed in any one year, pro- 

vided : 

(1.) Net loss or deficiency of profit may be allowed as 
credit against excess profit for the next succes- 
sive four income taxable years. 

(2.) If such amount is not voluntarily paid the Secre- 
tary of the Treasury shall collect same under the 
usual methods employed to obtain Federal income 
taxes. 

(3.) This section shall not apply to contracts for scien- 
tific equipment used for communication, target de- 
tection, navigation and fire control. 

To make no sub-divisions of any contract for the pur- 

pose of evading provisions of the Act. 
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d. To make accessible to any person designated by the 
Secretary of War, the Secretary of the Navy, the Sec- 
retary of the Treasury, or a duly authorized Committee 
of Congress, the manufacturing space and books of its 
plant or affiliates for inspection and audit. 

e. To make no subcontracts unless the subcontractor agrees 
to the foregoing conditions. 

Section 3 of the Act itself is not lengthy or involved. The 
accounting procedure directing and amplifying the requirements 
of the Act is contained in various treasury decisions and in- 
come tax rulings of which the two latest are TD-4906 and TD- 
4909 which may be secured from the Government Printing 
Office in the Internal Revenue Bulletin No. 1939-27, dated July 
3, 1939. The Vinson Act report encompasses a detail handling 
of all direct and indirect costs together with their manner of 
prorating, adjustments for material and labor cost variations, 
allocation of overhead charges, etc., as applied to individual 
contracts and to all contracts completed in any one year. It 
should be noted that all contracts in excess of $10,000 completed 
after March 27, 1934 are subject to the Vinson Act whether or 
not the Act is specifically mentioned in the original contract 
wording. 


Subcontractors 


In order to develop the accounting procedure necessary to sat- 
isfy the above requirements we shall examine a typical Vinson 
Act report. 

First we have direct charges of material, labor, and overhead. 
Simple, isn’t it?, But let us examine it further. Under material, 
if the contract be of sufficient size, there are subcontracts, and 
thereby hangs a headache. Subcontracts are orders to any one 
vendor totaling more than $10,000 of supplies for any one con- 
tract. One of the most difficult details in the proper handling of 
subcontracts is to determine the liability of a subcontractor on 
the basis of the incomplete information available at the beginning 
of a contract. Some manufacturers simply stamp every purchase 
order “Vinson Act” which in effect passes the buck to the sup- 
plier as to his liability under the Act. Under this system the sub- 
contractor has no means of knowing which of many orders re- 
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ceived from a contractor are for the same contract and therefore 
constitutes a subcontract if aggregating more than $10,000. 

In my opinion it is the duty of the prime contractor to assist the 
vendor in fulfilling his obligation to the contractor and to the gov- 
ernment as far as he is able. Furthermore the prime contractor is 
definitely required by the regulations of the Act to report to the 
government as subcontracts are awarded, the name of the vendor, 
material to be supplied, and the amount of the award. The same 
information must appear on the final Vinson Act report, so that 
the contractor gains nothing in stamping ai// his orders, since he 
must maintain sufficient records for the above purpose. To add 
to the complications, let us assume that the original contract may 
be amended, or an option taken up to increase the quantities on 
order, or a list of spare parts may later be received, the parts to be 
used on the original contract. The manufacturer is then in the 
unhappy position of requirirg some of his vendors who were not 
originally subject to the Vinson Act, to now accede to its require- 
ments because of an increase in the order, regardless of the fact 
that the majority of material may now be delivered. Further- 
more, how would you determine whether vendors of castings, bar 
stock and sheet stock that were purchased far in advance of the 
particular contract, are liable to Vinson Act provisions? How 
shall we handle rejections and recorders? How shall we handle 
the problem of design changes during the course of a contract 
when the change is a major one? 

Labor and Overhead Costs 


The labor charges are not as difficult to allocate provided the 
contractor has a competent job order or standard cost system al- 
ready developed. The various services of employment, stores, in- 
spection, maintenance, power plant, etc. may be included as a part 
of manufacturing overhead, but the costs must be shown in detail. 
Over a long term contract the Government will allow varying rates 
of overhead, if necessary. 

Under overhead we have the various items of indirect expense 
with which we are all familiar, including depreciation. And right 
there we have another problem! On equipment used for as 
rapidly changing an art as aviation, depreciation is a subject most 
difficult of accurate determination. Regulations include a provi- 
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sion for “depreciation and obsolescence of special equipment neces- 
sarily acquired primarily for the performance of the contract.” 
This siniply means that special tools, dies, jigs and fixtures pur- 
chased or fabricated for use on any one contract must then be 
scrapped if full costs are to be allowed. Obviously the contractor 
takes a licking on this item, for he will not ordinarily scrap tools 
and fixtures or tear down buildings for which there is any pos- 
sibility of later use. So he puts these items in his normal capital 
assets and charges long term depreciation on them. It might be 
stated here that certain recent closing agreements between the 
Treasury and contractor set forth the manner of handling depre- 
ciation on enlarged facilities for certain orders where the neces- 
sity is certified to by the Army or Navy. 

A condition that has recently been annoying the aircraft manu- 
facturers has been the expansion of overtime work or increase in 
number of shifts. While the labor charges for such work are rela- 
tively simple, it is apparent that some provision should be made 
for accelerated depreciation on machinery and fixtures subject to 
two and three shift operation. Again the regulations state that 
“in making allowances for depreciation, consideration shall be 
given to the number and length of shifts.” But the burden of 
proof is up to the taxpayer. The Treasury has indicated a will- 
ingness to increase allowances for extra shift depreciation, but 
the majority of manufacturers are not equipped to distinguish 
between the obsolescence and usage factors of depreciation in such 
fashion that they can prove their point. 


Indirect Costs 

We now come to the indirect costs of administration, including 
sales, service and engineering. The first item that confronts us is a 
long list of charges that are disallowed in computing contract costs. 
Some of these are: dues and memberships other than regular trade 
associations ; donations, (except for local charitable or community 
organizations to the extent constituting ordinary and necessary 
business expense) ; extraordinary expenses due to strikes or lock- 
outs; expense, maintenance and depreciation of excess facilities 
(including idle land and building, idle parts of a building, and ex- 
cess machinery and equipment); Federal and State income and 
excess profits taxes; increases in reserve accounts for contin- 
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gencies, repairs, insurance and guarantee work; cash discount 
earned up to 1 per cent of the amount of the purchase, except that 
all discounts on subcontracts will be considered ; executive bonuses, 
defined as excessive or unreasonable payments in cash, stock or 
other property ostensibly as compensation for services ; interest in- 
curred or earned, (which places the small contractor who must bor- 
row for advance purchase of materials at a disadvantage) ; bond 
discount or finance charges; legal and accounting fees in connec- 
tion with reorganizations, security issues, capital stock issues, and 
the prosecution of claims against the United States; losses on in- 
vestments; bad debts and expenses of collection. Most of you 
would consider many of the above items a reasonable part of your 
cost of operation which should be borne by sales, but Uncle Sam 
says “No.” 


Selling Expenses 


As far as selling expense is concerned, the government, after a 
considerable period of time during which selling expense was dis- 
allowed, has agreed to accept everything in normal selling proced- 
ure save entertainment expenses and minor considerations such as 
negotiation of foreign licenses. By service or guarantee expense 
is meant the servicing and repair of a product after it is in the 
hands of a customer. A guarantee period of six months following 
delivery is provided for during which the Army or Navy may re- 
quire repair or replacement of any article considered defective. 
The regulations allow inclusion of either the actual or estimated 
figure for guarantee expenses in the report, -but if the estimated 
figures be used, refunds or additional payments are required when 
the actual expenses are determinable. 


Engineering Expense 

Engineering expense is the meatiest bone of contention between 
the Government and the contractor. For, in engineering expense, 
there is a large item, called variously experimental or development 
expense, that is necessary for the continued advance of the art and 
for the maintenance of the contractor in a position to bid on the 
latest service requirements. The allocation of a portion of this 
expense to one Vinson Act contract, or its proration over all gov- 
ernment and commercial sales, presents the opportunity of several 
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diametrically opposed, but equally well supported opinions. The 
regulations allow the entire cost of a development project to be 
charged on a contract only where there is no reasonable prospect 
of future sale for the type of article involved. In all other cases, 
the development expense should be charged off currently and a 
reasonable proportion will be allowed as a part of the cost of the 
contract. There is no definite wording in the regulations that 
would clarify the handling of this expense and no precedent for 
guidance. 


Date of Completion 


Just a word on the credit side of the picture. All changes and 
deviations from the original contract act to modify the contract 
price. Likewise, penalties for failure to meet performance or de- 
livery requirements and bonuses for bettering such requirements 
will be treated as an adjustment of the contract price. However, 
the amount of the original award is the governing factor, and pen- 
alties or deductions therefrom which bring the final price below 
$10,000 do not exempt the contractor from liability. A very im- 
portant consideration is the date of completion of the contract. 
Shall this be the date of acceptance of the article or articles con- 
tracted for, the date of delivery, the date of invoicing, the date of 
final payment by the Government, or some other date that may be 
specified as completion of contract in the individual contract word- 
ing? The Government has held that the date of delivery shall be 
considered the date of completion regardless of any wording, 
a¢tual or implied, in the individual contract. There is one excep- 
tion ; the date of completion may be determined jointly by the Sec- 
retary of the Navy, the Secretary of War and the Secretary of the 
Treasury, or their duly authorized representatives. It should be 
noted that spare parts, engineering data and drawings, which are 
specified under the contract but normally not delivered until some 
time later, determine the date of completion where applicable. 


Calculating Net Profit 

And now we come to the most painful part of the whole pro- 
cedure—calculation of the net profit. From the final adjusted con- 
tract price of all contracts completed in any one year, is deducted 
the total costs on the same contracts computed with the additions 
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and exceptions noted above. The remainder is the net profit or net 
loss on all contracts completed within that year. An allowance of 
12 per cent of the total contract prices is made for all contracts 
completed during the year 1939 and later. In the case of the 
Army, only contracts signed after April 3, 1939 are subject to the 
Vinson Act. For the Navy, all contracts completed during 1939 
are subject to the 12 per cent profit limitation. A credit is allowed 
for the amount of Federal income taxes paid or remaining to be 
paid on the amount of excess profits for the particular year under 
consideration. The latest revisions to the Act affecting 1939 con- 
tracts also allow a net loss or deficiency of profit (less than 12 per 
cent net) to be carried forward as a credit against excess profits 
for the next four years. On contracts completed prior to 1939, the 
limitation applied to Navy contracts.only and was Io per cent net 
profit with a carry-over of but one year. No deficiency of profit 
was allowed. 

So now the contractor is sitting pretty. He knows he can set up 
his prices to make a continuing annual profit of 12 per cent, which 
is not unreasonable. All he has to do is to watch out for the proper 
handling of subcontracts, the elimination of all items of disallowed 
expenses under administration and the freezing of all reserves for 
contingencies, repairs and insurance, make the right guess as to 
allocation of administrative, selling and experimental development 
expense, arrange all the above in accordance with [Federal and 
State income tax requirements, and finally, watch his competitors. 
It was probably some such harried contractor who invented the 
famous saying “You don’t have to be crazy to be in aviation, but 
it helps.” 
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SOME OBSERVATIONS, FROM THE ACCOUNTANT’S 
VIEWPOINT ON VARIOUS LAWS RELATING 
TO GOVERNMENT CONTRACTS 


By Ernest O. Lothrop 


M® WOODHAW’S discussion of the Vinson Act as it applies 
to the aircraft industry is equally applicable in many respects 
to the construction of naval vessels. With three principal excep- 
tions, namely, (1) that profits are limited to 10 per cent of the 
contract price, (2) that deficiencies in profits are not allowed to 
be carried forward, and (3) that net losses are allowed to be 
carried forward only one year, the provisions of the Vinson Act 
apply to naval vessel construction, generally speaking, in the same 
manner and with the same problems as to the aircraft industry. 

I will not undertake, therefore, to restrict my remarks to naval 
vessel construction, but instead will expand on some of the prob- 
lems common to the two industries which Mr. Woodham’s time 
limitation prevented him from covering completely. In so doing, I 
shall raise a number of questions which, from time to time, have 
been brought to my attention; I might add that no conclusive 
answers can be given to most of these questions at the present 
time. The questions are brought forward to give you a better view 
of the problems arising from the practice of accounting under 
the Vinson Act and to demonstrate the fact that compliance with 
the Act is not merely a matter of interpreting literally the rules 
and regulations issued by the Secretary of the Treasury and apply- 
ig such interpretations to a particular problem. Doubtless, the 
regulations promulgated by the Secretary of the Treasury will be 
modified from time to time as problems arise in the practical ad- 
ministration of the Act and are definitely settled by the Courts or 
otherwise. These problems, now taking definite shape, should be 
given careful consideration and their progress closely watched, lest 
commitments be made presently only to be regretted at a later date. 


The Subcontractor 


The first of these questions which I wish to explore relates to 
the definition of a subcontractor. The regulations or rulings so 
far issued seem to be fairly definite on this point in that they in- 
clude as subcontractors any parties furnishing under contract any 
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commodity or equipment which becomes a component part of a 
complete naval vessel or aircraft or any portion thereof. As an 
example of what I have in mind, let us consider the Income Tax 
Office decision relating to the prime contractor who requires con- 
densers costing more than $10,000 and contracts therefor with 
B Company which in turn contracts with C Company to furnish 
the required condenser tubes at a price in excess of $10,000. The 
question at issue was whether or not C Company was a subcon- 
tractor within the meaning of the Act, to which the Income Tax 
Office answered, “Yes.” 

Based on reasoning which I will now attempt to develop, I am 
inclined to believe that the answer “Yes” is not necessarily con- 
clusive. It may be argued that C Compaiay is entitled to regard 
itself as a supplier of materials (in legal parlance, a material man) 
instead of a subcontractor. This contention is based on the as- 
sumption that had Congress, in passing the law, intended to include 
companies in the position of C Company they would have used a 
term other than that of subcontractor. A subcontractor, according 
to the legal dictionary, is one who has entered into a contract, ex- 
press or implied, for the performance of an act with a party who 
has already contracted for its performance. As applied to the case 
under consideration, it would appear that the prime contractor 
agreed to construct an article requiring a condenser, in effect 
agreeing to build a condenser, an act the performance of which he 
passed on to a second party. While the second party made a con- 
tract to purchase tubes, this contract may have been only a sales 
contract relating to stock material and not a contract to perform 
any act required of the original contractor. A study of the Con- 
gressional conference report preliminary to the final drafting of 
the Vinson Act gives added weight to this point of view. The bill 
as originally introduced proposed to limit net profits on all con- 
tracts with commercial establishments for supplying steel for air- 
craft or building vessels. As finally passed, the bill applies only to 
contracts and subcontracts. This may indicate that Congress had 
in mind excluding suppliers of materials. 

Although I am not presently engaged in discussing the Merchant 
Marine Act, I might mention that the regulations under that Act 
distinguish very nicely between a supplier of materials and a sub- 
contractor even though they do not go to the extent of excluding 
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suppliers of materials from the application of the Act. The Mari- 
time Commission has made this distinction by dividing subcontrac- 
tors into two categories, major and minor, the first of which con- 
tracts for the manufacture of propelling machinery or similar 
units and the second of which contracts for materials or com- 
modities of a general commercial character not especially designed 
or manufactured for the particular purpose of becoming a part 
of a ship, or for materials or commodities with respect to which 
there is an established or readily ascertainable open market price. 

Whether the distinction between a supplier of materials and a 
subcontractor can be used as a practical basis for claiming exemp- 
tion from the provisions of the Vinson Acct is, in the final analysis, 
for the Courts to decide. I suggest it merely to give point to my 
statement that accounting under the Vinson Act is not only a mat- 
ter of interpreting literally the rules and regulations and applying 
these interpretations to your particular problems. 


Date of Completion 


My next question concerns the meaning of the phrase “date of 
completion.” The early Treasury regulations established the date 
of completion as the date of delivery with the exception of those 
contracts which provided a method for determining the date of 
completion. Two Income Tax Office rulings held that the date of 
delivery was the date of completion, even though the contract con- 
tained a clause providing that for the purpose of the Act the con- 
tract shall be considered complete upon final payment. This was 
evidently based upon a decision of the acting Controller General 
of the United States. The latest Treasury regulations, T. D. 4906 
and 4909, set forth that the date of delivery is the date of com- 
pletion unless otherwise determined jointly by the Secretary of 
the Treasury and the Secretary of the Navy, or the Secretary of 
War or their authorized representatives. Furthermore, under these 
regulations, replacement of defective parts or performance of 
other guarantee work does not operate to delay the date of com- 
pletion. In so holding, I wonder if the Secretary of the Treasury 
may not have gone further than authorized by the Act. 

The Act itself delegates to the Secretary of the Treasury re- 
sponsibility for setting forth a method of ascertaining the amount 
of excess profit to be paid into the Treasury. It seems to me that 
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the whole question revolves around what Congress meant when 
they used the word “completed.” No definition of the term “com- 
pleted” is given in the Act. It would be my understanding that 
words used in a law are to be taken in their ordinary sense unless 
otherwise defined. The Oxford English Dictionary furnishes the 
following definition: “To bring to an end, finished ; to make whole 
or entire, so as to leave nothing wanting.” To one way of thinking, 
a completed contract might be what is commonly referred to in 
our commercial law books as an executed contract. An executed 
contract is one in which nothing remains to be done by either party. 
At the delivery date of a naval vessel or aircraft, it is rare indeed 
to find that both the Government and the contractor have dis- 
charged all their obligations to each other. 

Another related question with regard to the date of completion 
is whether the Secretary of the Treasury has the power by regu- 
lation to set aside the express provisions of a contract which are 
entered into between the contractor and the Navy or the Army in 
good faith. Several recent contracts for the construction of naval 
vessels have included a definition of the term “date of completion,” 
but the Secretary of the Treasury has not been a party to the con- 
tracts and therefore the meaning of that phrase has not been de- 
termined jointly as required by the present regulations. 

The ultimate answer to the whole question of the determination 
of the date of completion of contract under the Vinson Act will 
have to await a decision of the Courts. At this point I would em- 
phasize the importance of keeping in mind the effect in particular 
situations of possible changes in the regulations relating to the 
question at issue. 


Profits for Income Tax Purposes 


It is often thought that the Vinson Act has no application to 
financial accounting problems aside from seeing that adequate pro- 
vision is made for refunds. It is fairly common practice for com- 
panies having contracts extending over a period of several years 
to take profits on such contracts both for financial accounting pur- 
poses and income tax purposes as the contract progresses. In such 
a case the Vinson Act has a direct relation to financial accounting 
in the matter of computing the credit for income taxes paid on the 
excess profit. Suppose, for example, that a particular contract is 
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in process of completion for five years and that in the accounts of 
the company $200,000 in profit is taken into profit and loss in each 
of the five years, making a total of $1,000,000 profit on comple- 
tion of the contract. Suppose, further, that during those five years 
income tax rates have changed three times and that $200,000 of 
the $1,000,000 profit must be returned to the Government as excess 
profit. The question then arises as to when the excess profits were 
earned and at what rate the income credit should be computed. 
Was the excess profit the last profit earned or was it earned pro 
rata over the term of the contract? So far as I know, this question 
has not been decided but it does illustrate the necessity for the 
careful consideration of whatever profits are taken for income tax 
purposes in advance of the completion of the contract. Perhaps 
the Vinson Act may be an argument for keeping the books of a 
company upon the completed contract basis in order to simplify 
accounting for contract profits under the Vinson Act. 


Amortizing the Cost of Special Facilities 

The problem of the cost of special plant facilities required for 
carrying Out contracts under the Vinson Act is an important one 
for many contracting companies. As a result of the increase in 
armament activity in the last year or two following a period of 
comparative inactivity in that field, certain manufacturers have 
discovered that their existing plants are inadequate to handle the 
incoming orders either because of the volume of such orders or 
because of changes in designs since the last preceding orders were 
réceived. Before embarking upon any expansion of plant facili- 
ties enabling them to accept the orders, they are naturally anxious 
to know that there is a reasonable chance to recoup the cost of 
such facilities before a cessation of the manufacturing activity 
leaves them stranded with excess capacity on their hands. Thus 
arises the question of including in costs of contracts, the costs of 
such special facilities. 

In an Income Tax Office decision the Commissioner has ruled 
that if such facilities were used solely in the performance of a 
particular contract or subcontract, their entire and reasonable 
cost, less salvage value, will be generally accepted as a part of the 
cost of performing the particular contract or subcontract and that 
if the facilities were not used solely in performance of a particular 
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contract, allowances for exhaustion, wear and tear, and obsoles- 
cence shall be made in accordance with a reasonably consistent 
plan, on a basis which will return to the contracting party the 
reasonable cost of such facilities at the end of their expected 
economic term of usefulness. The determination of a proper pro- 
vision for obsolescence, if the allowance can be called such, must 
await the completion or other termination of the contract and be 
based upon relevant conditions then existing. 


The Use of “Closing Agreements” 


To assist in the settlement of this question the Secretary of the 
Treasury has expressed his willingness to enter into closing agree- 
ments which would be binding on both the Treasury and the con- 
tractor, and would set forth, in advance of the completion of the 
contracts, the manner in which the Bureau of Internal Revenue 
is to treat the cost of any special facilities in the computation of 
excess profits. In these closing agreements the Treasury’s deci- 
sion will be based upon a certificate of the facts as furnished by 
the Army or the Navy. 

Secretary Morgenthau announced in December 1939 that the 
first of such closing agreements had been made with Colt’s Patent 
Fire Arms Manufacturing Co. The Secretary went to consider- 
able length in his announcement to stress that no concessions were 
being granted to munitions manufacturers that were not equally 
available to producers of peacetime goods and that the closing 
agreement procedure was in no sense a device to evade the existing 
profit restrictions on armaments sold to the Government. Accord- 
ing to an article published in the New York Times, the War and 
Navy Departments have encountered the insistence of the Treas- 
ury and its Bureau of Internal Revenue against granting “‘con- 
cessions” to arms manufacturers. There is no contention on the 
part of the Treasury that the War and Navy Departments seek 
to evade the Vinson Act, but that they feel there are degrees of 
interpretation of the law. 


The Merchant Marine Act 


Turning from the Vinson Act to the Merchant Marine Act of 
1936, which became effective June 29, 1936, we find in the latter 
Act a section which, in its terms, is practically the same as the 
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Vinson Act as applied to naval vessels. The principal differences 
between the two Acts are as follows: 


(1) Whereas the Vinson Act relates to the construction of a 


complete naval vessel, or Army or Navy aircraft or a por- 
tion thereof, the applicable section of the Merchant Marine 
Act relates to the construction, reconditioning or recon- 
struction of merchant vessels for the Maritime Commis- 
sion. 


(2) The administration of the Merchant Marine Act is vested 


(3) 


in the Maritime Commission solely, as contrasted with ad- 
ministration of the Vinson Act which is divided among the 
Secretary of War, the Secretary of the Navy and the Sec- 
retary of the Treasury. 

No provision is included in the Merchant Marine Act for 
a credit to the amount of excess profits refundable on ac- 
count of Federal income taxes paid on such excess profits. 


(4) The Merchant Marine Act provides that no salary of more 


than $25,000 per year to any individual is to be allowed as 
a cost of building a ship and specific direction is given to 
the Commission to scrutinize construction costs and over- 
head to determine that they are fair, just, and not in excess 
of a reasonable market price for commodities or goods or 
services purchased or charged. Under the Vinson Act 
such instructions are lacking and reference is made instead 
to the powers of the Secretary of the Treasury set forth 
in the Internal Revenue Code. 


Regulations by Maritime Commission 


Regulations similar to those issued under the Vinson Act were 


issued in May 1939 by the Maritime Commission. In comparing 
the two sets of regulations, although they cover the same subjects, 
one is struck with the more reasonable and liberal tone of those 
issued by the Maritime Commission. These regulations give due 
cognizance to practical methods of accounting and appear to re- 
quire only substantial accuracy in the compilation of costs. As an 
example of these matters, I wish to cite the following from the 
regulations : 


1—It is preferable to include direct labor in costs upon the basis of in- 


dividual rates actually paid, but other methods such as a productive 
hour basis at average rates or other approximations to reduce clerical 
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labor are allowed provided the contractor can support their substantial 
accuracy. 

2—Interest on bank loans incurred for the purpose of discounting bills or 
for current working funds and maturing not later than 90 days after 
delivery of the last vessel being constructed may be taken into ac- 
count if the contractor can show to the satisfaction of the Commis- 
sion the necessity of any such loans. 

3—Proper and reasonable fees of transfer agents and registrars of stock 
and other securities are allowed. 

4—Legal and accounting fees in connection with the prosecution of 
claims against the United States (other than contingent fees) may be 
taken into account in cases where by adjudication or settlement the 
validity of the contractor's or subcontractor’s claim is established. 


The last three items, that is, the deductions allowable for interest, 
transfer agents’ fees, and legal and accounting fees, are excluded 
from allowable costs pursuant to the regulations under the Vinson 
Act. Other examples of the same reasonableness could be dis- 
cussed were sufficient time available. 

In connection with my comments on the Vinson Act, | raised 
certain questions regarding the definition of the term “subcon- 
tractor” and the meaning of the phrase “date of completion.” The 
regulations under the Merchant Marine Act leave little room for 
doubt as to who in the Commission’s opinion is a contractor or 
a subcontractor or what the date of completion is. 


It would appear that the same questions can be raised with 
regard to the Commission’s definitions as were previously raised 
with respect to the definitions adopted by the Secretary of the 
Treasury under the Vinson Act. 

The regulations provide for a basis of auditing the costs and 
profits under the Act. In the case of shipbuilding contracts the 
Commission will ordinarily designate an auditor or auditors to be 
stationed at the shipyard of the contractor. In the case of major 
subcontracts the same procedure may hold or the Commission 
may, at its discretion, provide for periodic visits by its auditors. 
In the case of other subcontracts, such as for materials or com- 
modities, the Commission may in its discretion accept the sworn 
statement of a responsible officer in the form prescribed by it to 
the effect that the reported profit is the true profit as reflected by 
the books of the subcontractor and is in accordance with recog- 
nized sound accounting practice and consistent with the principles 
of profit determination prescribed. 
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Other Acts Relating to Government Contracts 


In addition to the Vinson Act and the Merchant Marine Act, 
there are other important laws which relate to Government con- 
tracts. Perhaps the two most important laws of general interest 
falling within this category are the Walsh-Healey Act and the 
Bacon-Davis Public Construction Act. Both of these Acts relate 
to a government contractor’s labor relations, the wages which he 
must pay, the hours worked by his employees, and the conditions 
under which such employees work. They may be said to supple- 
ment in their particular fields the better known Fair Labor Stand- 
ards Act, commonly called the Wage and Hour Act, which is of 
course applicable (with specified exceptions) to all employees 
engaged in interstate commerce whether or not engaged in busi- 
ness directly involving contracts with the Government. 


The Wage and Hour Act 


As an introduction, therefore, a few general comments might be 
made as to the applicability of the Wage and Hour Act. The 
common name of the Act indicates what it covers, i.e., wages and 
hours. With respect to hours, no subject employer is presently 
allowed to employ any of his employees for a work week longer 
than 42 hours, or after October 24, 1940, for a work week longer 
than 40 hours, unless such employee is given compensation for the 
excess hours at a rate not less than one and one-half times the 
regular rate at which he is employed. The Act requires that at 
least 30¢ an hour be paid to every employee affected by the Act 
to October 24, 1945, and thereafter 40¢ an hour, or the rate set 
by an applicable order of the Administrator, whichever is lower. 

One of the most important provisions of the Wage and Hour 
Act is the requirement that the employer keep such records as 
will show that he has been complying with the law. According 
to the regulations which have been issued, such records must show, 
as to each employee, the pertinent information such as name, ad- 
dress, date of birth if under 19, hours worked, regular rate of pay, 
wages at regular rate, extra wages attributable to overtime, and 
so forth. Such records must be kept safe and readily accessible 
for a period of at least four years after entry of the record. 

This, in brief, is the substance of the Wage and Hour Act. 
Further treatment in the time available is out of the question but 
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it should be understood that much has been left unsaid, particu- 
larly as regards exemptions and computation of overtime allow- 
ances. 


The Walsh-Healey Act 


Whereas the Wage and Hour Law seeks to control the activi- 
ties of all employees engaged in the production of goods for in- 
terstate commerce, the Walsh-Healey Act regulates the wages, 
hours, and working conditions of employees engaged in the pro- 
duction of tangible goods to be used in fulfilling contracts in the 
amount of $10,000 or more with the United States Government. 
It should be noted that certain contracts are excluded, among 
others being those for perishables, agricultural or farm products 
processed for first sale by the original producer, contracts with 
common carriers where published tariff rates are in effect, and 
contracts for the erection or installation of materials and equip- 
ment if they are construction contracts. The reason for the last 
exclusion will become apparent when we consider the Bacon- 
Davis Public Construction Act. 

The employees covered by the Act are only those engaged in 
the manufacture or furnishing of the materials, supplies, articles 
or equipment used in performance of the contract. 

As to hours of labor, the Act forbids the working of any em- 
ployee affected by the Act in excess of eight hours in any one day 
or in excess of forty hours in any one week, but, under the Regu- 
lations issued by the Secretary of Labor (who is the Adminis- 
trator of the Act) employees are allowed to work overtime if paid 
therefor at one and one-half times the basic hourly or piece rate 
received by the employee for all hours over eight hours in any 
one day or after forty hours in any one week. 


Rates of Pay Under the Walsh-Healey Act 


Rates of pay are not prescribed by the Act. Instead, the Sec- 
retary of Labor is authorized to determine prevailing wage scales 
for each industry. Until such prevailing wage scale is determined 
by the Secretary of Labor the wage section of the Act is inoper- 
ative as regards the particular industry. In this connection many 
of you are doubtless familiar with the discussion of the United 
States Supreme Court which upheld the right of the Secretary of 
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Labor, acting under the provisions of the Walsh-Healey Act, in 
establishing localities for purposes of prescribing minimum wages 
for iron and steel workers engaged in filling government con- 
tracts. In the case in question eight small eastern steel mills had 
complained that the Secretary of Labor, in the steel wage order, 
had arbitrarily removed certain regional differentials (recognized 
in the N.R.A. steel code and by other Governmental agencies for 
wage differentials of 40 years’ standing in the industry), thereby 
subjecting steel mills in eastern Pennsylvania to the same 62%4¢ 
minimum rate specified for mills in the Pittsburgh, Youngstown 
and Chicago districts. The Court’s decision apparently was based 
on the principle of upholding the rights of the executive and legis- 
lative branches to set up any standards they see fit for government 
purchasing. During the period of the litigation, which began 
shortly after the effective date of the determination in March 1, 
1939, the wage determination in this industry has been inoperative. 

Records kept under the Wage and Hour Act would appear to 
answer the requirements under the Walsh-Healey Act except that 
the records required here must show the date of birth for each 
employee under 21 years of age. An interesting sidelight on the 
regulations covering this section of the Act is that where no sepa- 
rate records for employees engaged in government contracts are 
maintained, it is presumed until affirmative proof is presented to 
the contrary that all employees in the plant, from the date of award 
of the contract until date of delivery, were engaged on such gov- 
ernment contracts. 

“ Among the penalties which are provided for in the Act, three are 
of special interest to accountants because of their direct connec- 
tion with the financial welfare of a company : 

(1) Liquidated damages of $10 per day per each employee for 

employing prohibited child or convict labor. 

(2) Withholding of amounts due on contracts 

(3) Ineligibility for further contracts for a period of three 

years from date of violation. 


The Bacon-Davis Act 

As contrasted with the Walsh-Healey Act, the Bacon-Davis 
Public Construction Act applies to employers who are awarded 
contracts by the government for the construction, alteration and 


1381 


a 
qe 


N. A. C. A. Bulletin July 1, 1940 


repair of public buildings or public works within the geographical 
limits of the United States where the construction, alteration or 
repair costs to the government will exceed $2,000. Reference to 
previous discussion of the Walsh-Healey Act will show that con- 
struction contracts are not covered by that Act. The only em- 
ployees affected by the Bacon-Davis Act are those employees classi- 
fied as mechanics and laborers engaged on contracts subject to 
the Act. 

Hours of labor are not treated but wage rates are. The Secre- 
tary of Labor is empowered to fix a minimum wage for each 
different contract as it arises. In establishing this wage rate, the 
Secretary must be guided by the minimum wage rates prevailing 
for similar classes of laborers and mechanics on projects of a 
like nature in the city, town, village or other subdivision of the 
state in which the work is to be performed. Wage payments must 
be made not less than once a week. No mention is made of re- 
quired records but it is apparent that sufficient records should be 
maintained to prove compliance with the provisions of the Act. 
Non-compliance penalties are similar to those incorporated in the 
Walsh-Healey Act. 
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